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MARITAL DEDUCTION CLAUSES

would be advisable to include a provision in the decedent's formula clause
to reduce the amount passing under the formula by the amount of any
generation-skipping transfer which may increase the client's gross estate pursuant to section 2602(c)(5)(A). Such a clause will be particularly important
if the decedent is unaware of the fact that he may be a deemed transferor,
or if the decedent becomes a potential deemed transferor subsequent to the
execution of the will. Such a formula clause may provide:
I give my spouse an amount equal to the maximum estate tax marital
deduction allowable in determining the federal estate tax payable by
reason of my death, determined as of the applicable valuation date,
exclusive of any amounts deemed included in my gross estate as a
result of any generation-skipping transfer occurring by reason of my
death pursuant to section 2602(c)(5)(A) of the Internal Revenue Code
of 1954, as amended, ....
In a formula fractional share, this language can be used as the numerator
amount. In making an intelligent decision to include such a provision, the
estate planner must be aware of the existence of a generation-skipping trust
under which the client may be a deemed transferor. If the client may be a
deemed transferor of a taxable termination under Chapter 13 within nine
months of his death, the tax savings available as a result of the inclusion of
the Chapter 13 amount in the formula determining the marital deduction
should be computed and compared with the additional tax which may occur
as a result of the augmentation of the survivor's estate as a result of the increased marital deduction. In the absence of this information, it may be advisable to include the above provision in the formula in order to protect an
estate plan against a subsequent unintended increase in the amount of
property passing to the spouse as a result of section 2602(c)(5)(A).
HARRY MICHAEL EISENBERG
SHARON ELIZABETH SELK

THE "AT-RISK" PROVISIONS: THE INTERNAL REVENUE
CODE'S NEW DOUBLE BASIS CONCEPT
INTRODUCTION

Section 465 of the Internal Revenue Code,' enacted as part of the 1976
Tax Reform Act 2 provided the Internal Revenue Service with a new weapon
in the battle against tax shelters. It also introduced what could be called a
double basis concept into the tax practitioner's world. Taxpayers must now
be concerned not only with the customary basis of an asset but also with
1. All section numbers refer to the Internal Revenue Code of 1954, unless otherwise
indicated.
2. Tax Reform Act of 1976, Pub. L. No. 94-455, 90 Stat. 1520 [hereinafter referred to
as T.R.A. 1976].
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its "at-risk" basis. The new section is deceptively simple in appearance, but
it is actually rather complex with extensive ramifications.
The purpose of this article is to explore the origin, the enactment, and
possible impact of Section 465 as it applies to equipment leasing. The article
includes an examination of some of the case and statutory law which led
to the enactment of Section 465, as well as a study of the section's mechanics
and operation in the equipment leasing area and a look into the future of
the battle against tax shelter abuses.
Section 167 of the Internal Revenue Code allows deductions for depreciation with respect to property used in a trade or business or property held for
the production of income. Subsection (g) of that section provides that the
adjusted basis in section 1011 of the Code for the determination of gain on
sale or other disposition of property will be the basis on which depreciation
deductions will be allowed.
Section 1012 simply states that the basis of property is equal to its cost,
while section 1011 provides that, as a general rule, the adjusted basis for
determining gain or loss from the sale or other disposition of property is the
4
section 1012 basis of the property with certain section 1016 adjustments.
The calculation of cost where indebtedness is involved in the acquisition
5
or transfer of property raises questions. In Crane v. Commissioner, the taxpayer, Beulah Crane, owned a building and lot subject to a mortgage of
$10,000.6 Her original basis in the property upon acquisition was also $10,000.
Mrs. Crane sold the property subject to the mortgage for S1,000 cash. She reported gain of $1,000 on the theory that she had only sold her equity in the
property, the excess of the fair market value of the property over the amount
of the mortgage. The Commissioner, on the other hand maintained that Mrs.
Crane had disposed of not only her equity in the property but also the
"physical property itself, or the owner's rights to possess, use, and dispose of
it, undiminished by the mortgage. ' ' 7 While taxpayer held the property, there
was allowable depreciation of $6,000 reducing the basis of the building to
$4,000.8 According to the Commissioner, the amount realized by the taxpayer
was the cash received, $1,000, plus the amount of principal owing on the
mortgage, $10,000.
3. I.R.C. §167(a).
4. See I.R.C. §§1011, 1016. Section 1012 provides that basis is equal to cost except
as otherwise provided in subchapters C, K, 0, and P. Sections 1014 and 1023 are examples
of exceptions to the general rule that basis equals cost.
5. 331 U.S. 1, 1947-1 U.S. Tax Cas. 9217 (1947). For discussions of the Crane case, see
Epstein, The Application of the Crane Doctrine to Limited Partnerships,45 S. CAL. L. REV.
100 (1972); Perry, Limited Partnershipsand Tax Shelters: The Crane Rule Goes Public, 27
TAx L. REV. 525 (1972); Tax Consequences of the Disposition of Property Subject to an
Unassumed Mortgage, 49 COLUA. L. REv. 845 (1949). See also Sperling & Lokken, The
Limited PartnershipTax Shelter: An Investment Vehicle Under Attack, 29 U. FLA. L. REV.

1 (1976).
6. The numbers have been changed for reasons of simplicity.
7. 331 U.S. at 4, 1947-1 U.S. Tax Cas. at 12,427.
8. It will be assumed for purposes of discussion that the entire basis of the property
was allocable to the building.
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The center of controversy in Crane was the meaning of the term "property"
as it is used in section 1001(b) .9 That section states that the amount realized
from the sale or other disposition of property is equal to the amount of
money plus the fair market value of property other than money received. In
essence, the Commissioner maintained that Beulah Crane realized $1,000
cash plus the amount of the mortgage subject to which the property was
taken by the buyer, while taxpayer argued that property meant only her
equity.
The Supreme Court ruled in favor of the government. First, the Court
had to determine Mrs. Crane's basis in the property. The Court decided that
property meant the total of the owner's rights in the land and building, and
not just the equity. 10 Thus, taxpayer's basis in the property included the
amount of mortgage indebtedness at the time of her acquisition of the
property."1 The Court noted that if the taxpayer's equity in the property were
the basis for depreciation or if depreciation deductions were calculated with
respect to or were subtracted from the equity, numerous problems could
12
result.
Finally, the Court determined the amount realized on the sale by the
taxpayer. If the basis of property for purposes of section 167(g) and section
1011, 1012, and 1014 includes the amount of mortgage liability for purposes
of calculating and taking depreciation deductions, the word "property" in
section 1001(b) must have the same meaning. 3 The Court concluded that the
amount of the unpaid mortgage debt is included in the amount realized on
the sale of property subject to the mortgage. Furthermore, at least where the
value of the property equals or exceeds the amount of the outstanding
mortgage debt, a taxpayer will treat the mortgage obligation as a personal
obligation even though the property is only held subject to the mortgage. 4
Thus if the value of the property equals or exceeds the mortgage debt, a
transfer of the property results in a payment of the transferor's debt by another, the transferee, whether the debt is assumed by the transferee 5 or
whether the property is merely taken subject to the mortgage. This payment
constitutes the receipt of property other than money, an amount realized
under section 1001(b).
9. The forerunner to §1001(b) of the 1954 Code was §111(b) of the Revenue Act of
1938, under which Crane was decided.
10. 331 U.S. at 6, 1947-1 U.S. Tax Cas. at 12,428.
11. Id. at 11, 1947-1 U.S. Tax Gas. at 12,430. The word "property" appears in §§1011,
1012, and 1014 as well as in §1001.
12. 331 U.S. at 9-10, 1947-1 U.S. Tax Gas. at 12,429-30. If depreciation deductions were
computed from equity, in most cases they would represent only a fraction of the real
wear and tear on the building. On the other hand, if depreciation deductions were to be
calculated from the value of the property and were subtracted from equity, a negative basis
could result, or perhaps -ome of the deductions would be disallowed. Finally, if the adjusted
basis were the taxpayer's equity in the property, continual recomputation of the basis would
be necessary each time a mortgage payment was made.
13. Id. at 12, 1947-1 U.S. Tax Gas. at 12,430-31.
14. Id. at 14, 1947-1 U.S. Tax Gas. at 12,431.
15. If there is an assumption of the debt the principle of Old Colony Trust Co. v. Commissioner, 279 U.S. 716, 1 U.S. Tax Cas. - 408 (1929), might apply.
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Although the taxpayer in Crane took by devise from her husband, the
doctrine developed by the Supreme Court in Crane is applicable to acquisition
of property by purchase.
Perhaps unwittingly, Justice Vinson, in Crane, provided taxpayers with
one of the most favorable aspects of a tax shelter. Beulah Crane, because of
her husband's death, acquired a parcel of property with a stepped-up date of
death basis, 1 7 which became her basis for depreciation deductions.1 8 She did
not assume the mortgage19 and thus had no personal liability on the note and
mortgage. If, utilizing the rationale of Crane, one could acquire property
and employ nonrecourse mortgage financing as part of the acquisition, the
proceeds of which would be included in the basis of the property, one could
take depreciation deductions from a large basis consisting mainly of debt
with relatively little personal investment committed. By allowing one's basis
in property to include indebtedness incurred in the acquisition of the property,
whether or not one was personally liable, the taxpayer could invest a small
amount of money in the purchase of property, finance the rest, and use the
entire purchase price as a basis for depreciation. The net effect would be tantamount to an interest-free loan from the government. 20 However, if the taxpayer were to hold on to the property and it produced income, it is likely that,
at some point in time the income would begin to exceed the depreciation de16. See, e.g., Blackstone Theatre Co., 12 T.C. 801 (1949), which extended application
of the Crane doctrine to a situation involving property that was purchased rather than
acquired by devise. The taxpayer in Blackstone purchased a building subject to tax liens
which had been outstanding for years prior to the acquisition. The taxpayer allotted the
full amount of the liens to the purchase price and used the sum as a basis for depreciation.
Five years later the taxpayer satisfied the liens for substantially less than their face amount.
The Tax Court ruled that the taxpayer acquired the property subject to the liens and
that the property had been subject to foreclosure until the liens were discharged. Therefore,
the taxpayer could use the full amount of the liens at the time of purchase as part of its
basis in the property. Another well-known progeny of Crane, Parker v. Delaney, 186 F.2d
455 (Ist Cir. 1950), cert. denied, 341 U.S. 926 (1951), 1951-1 U.S. Tax Cas. 9112, applied
Crane's rationale to determine the amount of gain realized on the disposition of property
subject to a mortgage in excess of basis. Two banks had obtained title to four apartment
complexes following foreclosures and deeded this property to the taxpayer through a straw
man. The straw man gave each bank a note secured by a first mortgage. The taxpayer took
the allowable deductions on the property, including depreciation. The straw man subsequently executed quit claim deeds to the complexes after default on the first mortgages.
Relying on Crane, the court held that the taxpayer realized gain on the reconveyance of
the property to the banks to the extent of the difference between adjusted basis and the
amount of the mortgage for each apartment complex: "[T]he unpaid amount of the liens
is carried forward, as it were, from the time of acquisition to the time of disposition. They
are treated as cost at the earlier time and so must be treated as value at the later time."
186 F.2d at 459, 1951-1 U.S. Tax Cas. at 16,129.
17. See I.R.C. §1014(a).
18. Mrs. Crane apparently took $25,500.00 in depreciation deductions on the building,
which were allowed by the Service, even though she claimed in litigation not to be
entitled to depreciation deductions. 331 U.S. at 3 n.2, 1947-I U.S. Tax Cas. at 12,427 n.2.
The amount of allowable depreciation determined by the Commissioner was $28,045 10. Id. at
4, 1947-1 U.S. Tax Cas. at 12,427.
19. Id. at 2, 1947-1 U.S. Tax Cs. at 12,426.

20. STAFF OF JOINT COMM. ON TAXATION, 94TH CONG., IST SESS., OVERVIEW
SHELTERS I (Comm. Print 1976) [hereinafter cited as OvERvIEw OF TAX SHELTERs].
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ductions and other deductions emanating from the property. Therefore, in
the typical tax shelter set-up where investors hold on to the property, they
eventually would begin paying back the interest-free loan.
The Treasury has been very concerned with taxpayers who enter into
ventures to obtain losses and deductions to shield their income from other
sources. In the past the Treasury has mounted several large scale attacks,
through efforts both in Congress and in the courts, against taxpayers who
overreach in taking deductions, particularly depredation and interest deductions. 21 It has often been asserted that the Crane decision may be responsible
to a great extent for overreaching by taxpayers in the area of depreciation deductions. 22 Ironically, Beulah Crane certainly did not represent the overreaching tax shelter investor straining to get maximum depreciation deductions with as little personal investment as possible. Nevertheless, many have
argued that Crane, through its holding that nonrecourse indebtedness obtained
to purchase property forms a part of the basis of the property for purposes of
gain, loss, and depredation, is responsible for many tax shelter abuses. The
legislative history of section 465, enacted as part of the Tax Reform Act of
1976, and commonly known as the "at-risk" provision, addresses itself to
23
Crane.
One might logically begin by inquiring as to whether Crane is truly the
source of the evil of tax shelter devices. The Court in Crane grappled with
questions concerning the proper adjusted basis of the property and the
amount of gain realized by Mrs. Crane on its disposition. The court concluded that the adjusted basis of property included the amount of the nonrecourse indebtedness for purposes of depreciation. Under the Crane rationale,
the purchaser of property who gives a purchase money mortgage is treated
on equal terms with the one who borrows the amount of the purchase price
from a third party and pays cash to the seller for the full purchase price. 24
Perhaps one could raise deeper policy questions as to whether abuses in
the taking of depreciation and other deductions result from the present progressive rate structure, which gives a much greater benefit to one taking
deductions who is in the 70 percent bracket than to a person at the 30
percent rate who takes deductions, rather than the rule of Crane. A good
argument can be made, as the Court stated in Crane,2 5 that at least in the
situation where the fair market value of property is equal to or greater than
the unpaid principal amount of the mortgage, the mortgagor will consider
the obligation to pay the mortgage debt as his personal obligation whether
or not he has a personal obligation to do so. It is difficult to see why a
21. See, e.g., Massey Motors, Inc. v. United States, 364 U.S. 92, 1960-2 U.S. Tax Cas.
t9554 (1960); Hertz Corp. v. United States, 364 U.S. 122, 1960-2 U.S. Tax Cas. 19555 (1960)
although these were not tax shelter cases. In the legislative areas, the primary modes of
attack were the recapture provisions, primarily §§1245 and 1250, which became effective in
1962 and 1964, respectively.
22.

See the discussion in DelCotto, Basis and Amount Realized Under Crane: A Current

View of Some Tax Effects in Mortgage Financing, 118 U. PA. L. Rxv. 69 (1969).
94th Cong., 2d Sess. 46, 1976-3 C.B. 49, 84.
23. S.REP. No. 938 (Pt. 1),
24. See Manuel D.Mayerson, 47 T.C. 340 (1966).
25. See note 14 supra and accompanying text.
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mortgagor should not be able to take depreciation deductions from a basis
which includes the amount of the mortgage irrespective of whether there is
personal liability when the obligation to repay the loan is not a contingent
one.

26

Furthermore, it is apparent that a mortgagee, as a general rule, will not
provide financing for a greater amount than the fair market value of the
property which is to be security for the loan unless other property is pledged
or the mortgagor is personally liable on the debt. The only other case in
which the value of the mortgaged property might be less than the unpaid
principal on the loan is that where the fair market value of the property
following the obtaining of financing slips below the amount of unpaid principal on the debt. In this event, assuming the mortgagor is not personally liable
on the loan, the lender would be risking the difference between the unpaid
amount of the debt and the fair market value of the property.
There have been several principal benefits in the tax shelter: deferral,
leverage, and conversion of ordinary income into capital gains.2 7 Deferral
provides tax benefits primarily through depreciation and interest deductions,
even though a taxpayer invests only a small fraction of the purchase price
of the property. By obtaining a basis which includes the amount of indebtedness with respect to the property, whether or not it is personal liability indebtedness, one can take depreciation deductions far in excess of the amount
actually invested in the property. The cost of this deduction, of course, is
the reduction in basis by the allowed depreciation (but not less than the
allowable depreciation).- When one sells or otherwise disposes of the
property, the excess of the outstanding mortgage indebtedness over the adjusted basis of the property, assuming the fair market value of the property
equals or exceeds the outstanding balance of the indebtedness, constitutes
realized and recognized gain. The net effect, therefore, is an interest-free loan
from the government which is paid off only when the property is sold or
otherwise disposed of. Given the progressive rate structure of the tax system, 29
a person in a high bracket receives a greater advantage or loan than one in a
lower bracket, although the "pay back" of the loan on sale or other disposition of the property is the same regardless of the tax bracket. This is one
reason that tax shelters are more attractive to high bracket taxpayers.30
The prototypical tax shelter creates tax deductions that will offset both
26. For some cases involving contingent obligations, see Albany Car Wheel, 40 T.C.
831 (1963), aIJ'd per curiam, 333 F.2d 653 (2d Cir. 1964); Lloyd H. Redford, 28 T.C. 773
(1957).
27.

See OVERVIEW OF TAX SHELTERS, supra note 20.

28. I.R.C. §1016(a)(2).
29.

I.R.C. §1.

OVERVIEW OF TAX SHELTERS, supra note 20, at 3 provides the following example:
"[F]or each $100 deduction, a taxpayer in the 70-percent bracket will save $70 by taking
that deduction against his income. On the other hand, a taxpayer in the 20-percent bracket
will save only $20 when that $100 deduction is used to offset his income. This is particularly
important in a tax shelter investment because of the various risks that are involved. In
other words, the interest free loan for the upper income taxpayer is $70; the interest free
loan for the lower bracket taxpayer is considerably less."
30.
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income realized on the investment and income from other sources as well,
while generating some cash flow and a gradual increase in the investor's
equity in the property. Of course, in any investment there is always the risk
of losing one's economic investment. Again, a person in a high tax bracket
will stand to lose less, proportionately, than one in a lower bracket.31
A second major characteristic of the typical tax shelter is leverage. The
leveraged tax benefit has already been discussed: borrowed funds are treated
as the taxpayer's own funds for purposes of deductions and losses. However, a
person also gets economic leverage through the use of borrowed money,
because he can obtain title to property with little or no initial capital investment of his own.
A third benefit often produced by tax shelters is the conversion of ordinary
income into capital gains.3 2 For example, depreciation deductions offset
ordinary income. However, the sale or exchange of an asset classifiable as a
capital asset or. section 1231 property, may result in long term capital gains
treatment for the proceeds of the disposition. However, in the area of equipment leasing, for example, capital gain treatment will generally be aborted
by the recapture provision, section 1245.
Because the topic of tax shelters is indeed an expansive one, this article
focuses on the equipment lease as a shelter. In this area, some of the more
popular shelters have involved the leasing of aircraft, railroad rolling stock,
computers, ships and vessels, oil drilling rigs, and cable television systems. 33
It is .useful at this point to examine the approach taken by Congress in
addressing tax shelter abuses. The section 465 at-risk provision limits the
extent to which losses generated in certain activities may be used to offset income derived from other sources. The provision seeks to limit such recognized
losses to the amount of the taxpayer's contribution plus personal liability.
Losses are defined as any deduction attributable to the section 465 activity in
excess of the income received or accrued from such activity.34 Personal
liability, or the amount at risk, is generally the amount of money which the
taxpayer contributes to the activity, loans to the activity on which the taxpayer is personally liable, -and the adjusted basis of property contributed to
the venture. 5 Losses denied under the at-risk section are to be carried over
from the year they are denied to the succeeding year, indefinitely. When the
taxpayer increases his contribution to the activity, the excess losses may be
allowed to offset income from other sources, since section 465(a) provides that
3I. Id. The author proves the veracity of this conclusion with the following illustration:
"([N]ot taking into account the use of borrowed money.. .), a taxpayer in the 70-percent
bracket would lose only $30 of his 6wn money, whereas a taxpayer in the 20-percent
bracket would lose $80. Therefore, the high bracket taxpayer would be willing to make
riskier investments because his potential net loss (that is, the tax benefit less any economic
loss) is less."
32. Id. at 11.
*33"----For-'a good -discussion of the equipment leasing tax shelter concept, see Goldstein,
Equipment Leasing After the 1969 Act, 29 N.Y.U. INSTr. ON FED. TAX. 1589 (1971); Stine,
Ship and Equipment Leasing as'a Tax Shelter, 31 N.Y.U. INsrr. ON FED. TAx. 755 (1973).
34. - I.R.C. §465(d).

35. I.R.C. §465(b).
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losses disallowed under section 465 for a taxable year will be treated as a deduction allocable to that section 465 activity in succeeding years.
The aim of the section is to tie tax losses generated by section 465 activities to the potential economic risks or losses involved. The provision has no
effect on a taxpayer's actual basis in property used in those activities. The
depreciation basis for leased property constantly declines even though depreciation deductions for certain years are disallowed under section 465. The
section also provides that only deductions allowable by chapter one of the
Code (Normal Taxes and Surtaxes) fall under the section 465 provision. 3
The Senate report clearly states that deductions disallowed under other
code provisions such as prepaid interest deductions suspended under section
3
46
1(g) are not encompassed within the section 465 definition of "loss."
Although section 465 obviously curtails the effectiveness of equipment
leases as tax shelters, two salient aspects of the provision should be noted.
First, the at-risk provision is aimed at prohibiting losses in excess of the
amount to which a taxpayer is personally subject in the hazards of the
business. In the nonrecourse loan situation, there are no hazards to the
owner of the leased property as the risks inherent in such an arrangement
are borne principally by the lender or the lessee. Lenders have not, as a
practical matter, looked to monetary exposure of lessor-owners as a source of
security in a property leasing transaction but instead have preferred to rely
on the property itself and an insurance for collateral. One wonders why
such potential exposure, forced by compliance with section 465, will alter
in any way the operation of the typical leasing scheme. Is the taxpayer exposed
financially if he is personally liable for a loan secured primarily by the leased
property and secondarily by the lessee's obligation under the typical net lease
situation? Apparently not. Thus the taxpayer can sign the note personally,
and secure the tax advantages involved, with as little concern for the economic
risk as he had prior to T.R.A. 1976.
Second, section 465 gives taxpayers an opportunity to time the year of
loss recognition. Assuming that losses have been denied under section 465
for a number of years, the accumulation is available to the taxpayer in any
year he desires if he increases his amount at risk. This arrangement offers
obvious tax planning advantages.
LEGISLATIvE HISTORY OF

H.R. 10612,

THE TAX REFORM

ACr OF 1976

The at-risk provision ultimately adopted by Congress is far more lenient
than the original House of Representative proposals dealing with equipment
leasing, but it is very similar to the original House treatment of farming
and motion picture tax shelters.38 The final version clearly reflects the tension
caused by a congressional desire to eliminate abusive tax shelters while continuing tax incentives for bona fide businesses. Originally, H.R. 10612 con36. I.R.C. §465(d).
37. S. REP. No. 938 (Pt. I),94th Cong., 2d Sess. 51, 1976-3 C B. 49, 89.
38. Proposed Tax Reform Bill of 1975, H.R. 10612, 94th Cong., 1st Sess. §§101(a), 207.
208 (1975).
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tained two provisions attacking the activities covered in section 465: the
section regarding limitations on artificial losses 9 and the section on amounts
at risk. 40 Both require scrutiny in order to understand more clearly the final
version included in T.R.A. 1976.
Limitation on Artificial Losses

The Limitation of the Artificial Losses (LAL) segment of the original H.R.
10612 was the heart of the House attack on tax shelters. Artificial losses were
noneconomic losses available to taxpayers for deduction from income in the
41
lossproducing activity and from gain in business or professional activities.
The House seized on the major elements of tax shelters- deferral, leverage,
and conversion - and proposed a series of new code sections designed to offset
or eliminate the effects of those elements.
The thrust of the LAL provision was to deny accelerated deductions to
the extent that such deductions exceeded the net related income from the
deduction producing activity. LAL generally was to apply to all individuals
and to electing small business corporations as defined in section 1371(b). The
types of property to be covered by LAL were: real property described in section
1221 or held for rental; section 1245 property held for leasing; any property
held for use in the trade or business of farming; films and video tapes held for
use in public entertainment; any interest (other than an exploratory interest)
in an oil or gas well; and an interest in a professional sports franchise.42
The key definition of LAL, "accelerated deductions," was different for
each of the covered activities. The connective threads were the methods of
accelerated depreciation and prepaid fees and interest. For equipment leasing
activities the term "accelerated deductions" was defined as the excess of any
depreciation or amortization deductions over deductions allowable if the
straight line method of depreciation were used, and the last sentence of
section 167(m)(1), permitting a 20 per cent variance in the use of the class
lives of the asset depreciation range (ADR) system, was ignored.43 Thus taxpayers using any method of accelerated depreciation or the straight line
method with the allowed 20 percent variance of useful life in the ADR system
had accelerated deductions.
Net related income was defined as gross income from the activity less nonaccelerated deductions attributable to the activity. 4" In determining the net
45
related income any net operating loss under section 172 was to be ignored.
Accelerated deductions which were denied under the operation of the LAL
provisions were credited to a deferred deductions account, and debits from
the account were to be taken in later years if and when net related income
exceeded allowable deductions. 4
89. Id. §101(a).

40. Id. §§207, 208.
41. H.R. REP. No. 658, 94th Cong., 1st Sess. 25 (1975), 1976-3 C.B. 701, 717.
4Z. H.R. 10612, 94th Cong., 1st Sess. §101(a) (1975).
43. Id.
44. Id.

45. Id.
46.

Id.
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Upon disposition of an asset used in one of the covered activities, the
amount in the deferred deduction account was to be allowed in full as a
deduction in the year of such disposition.4 7 While sales and exchanges of
covered activity assets were dispositions for purposes of the LAL provisions,
other transfers of such assets were specifically excluded. Transfers by gift,
nonrecognition transactions, transfers to related parties, transfers to one's
estate at death, and section 453 installment sales were not dispositions, and
the transferee in each of these cases would succeed to the balance in the
deferred deduction account.4 8 In the installment sale situation a transferee
would not succeed to the deferred deduction account; however, the disposition
occurred only upon receipt of the final payment on the sale. 49
Some special rules of interest were provided. Section 1016, requiring a
decrease in basis for depreciation attributable to an asset used in an affected
activity was still to apply, regardless of whether the resulting deduction would
be denied in the current year under the operation of the LAL rules.50 If portions of more than one type of deduction were denied, such as both accelerated
depreciation and prepaid interest, the deduction allowed in the current year
was allocated between the deductions, portions of each type being disallowed.
Finally, the LAL provisions were to be applied only after the at-risk and
51
accrual of prepaid interest provisions.
OriginalAt-Risk Provisions
The second facet of the original House bill, the at-risk limitation, was
similar in purpose and effect to section 465 as finally adopted; however, it
covered fewer activities.52
Section 207 of original H.R. 10612 allowed deductions in excess of income
from covered activities only with respect to the amount which the taxpayer
had at risk in such business. The term "at risk" was not defined, although the
House reports indicate that the definition adopted in the final version of
section 465 was very close to what was intended in section 207 of H.R. 10612. 53
Any disallowed deductions arising from the activity, whether or not abusive,
were to be allocated proportionately and carried over, maintaining their
47. Id.
48. Id.
49. Id.
50. Id. Although the LAL provision was roughly similar to §183, the "hobby loss"
provision, in limiting deductions to gains from the affected activities, under §183 if a
deduction on a depreciable item is denied, there is no §1016 basis adjustment. Thus §183

is not a double basis provision. Treas. Reg. §1.183-I(b)(2)(ii) (1972).
51. H.R. 10612, 94th Cong., 1st Sess. §101(a).
52. While §465 as finally adopted applies to certain motion picture film activities,
farming, leasing §1245 property, and exploring for or exploiting oil and gas resources,
original H.R. 10612, proposed new code §464 to cover (I) producing, distributing or displaying a motion picture film or video tape created primarily for public entertainment,
(2) raising, feeding or otherwise caring for livestock (not including poultry), or (3) raising
or harvesting wheat, alfalfa, barley, oats, rye, sorghum, or cotton. H.R. 10612, 94th Cong.,

1st Sess. §207 (1975). Section 208 of original H.R. 10612 applied an "at-risk" approach to
certain oil and gas activities by modifying Code §263(c). Id. §208.
53. H.R. Rep. No. 658, 94th Cong., ist Sess. 108 (1975), 1976-3 C.B. 701, 800.
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separate characters. In following years, if the taxpayer's amount at risk increased, the deductions would be allowed. 54
Two details of the legislative history of section 465 in the House are
especially noteworthy. Both will prove useful in later analysis and application
of the at-risk provisions of T.R.A. 1976.
First, the original House bill contained an at-risk provision similar in
thrust and intent to the one ultimately adopted. This fact assumes importance because the House's proposed statute and the reports accompanying
it dealt specifically with controversies which could arise under section 465. The
problems discussed in the House reports must be faced in the interpretation
of section 465 and in the promulgation of regulations. Two of the more
complex problems of section 465 - allocation of disallowed deductions and
the consequences of disposing of an asset used in a section 465 activity -are
never mentioned in the reports accompanying the final act. Both practitioners
and the Treasury will be forced to look to the original proposals and reports
to determine the treatment to be accorded certain transactions.
Second, the at-risk provisions were not the last line of defense proposed
by the House in the tax shelter area but were intended as devices to filter out
the most egregious tax shelter abuses. The major weapon against tax shelters
was to be the LAL segment of H.R. 10612. It applied to losses not denied
previously by the at-risk provisions. The draftsmen of the original bill
realized that the at-risk limitation was simply not enough to prohibit the
abuses the bill was designed to eliminate. It appears that in deleting the LAL
provisions of the House bill, Congress severely weakened a once formidable
attack on tax shelters. This is not to suggest that other provisions of T.R.A.
1976 do not further this objective, but something more than the at-risk provision was originally proposed and may ultimately be needed.
Senate Activity on H.R. 10612
The Senate passed a different version of H.R. 10612, reflecting a view that
tax shelters could best be dealt with by beefing up the minimum tax, employing new recapture provisions, and expanding the House's at-risk coverage.
With these adjustments, the Senate found the LAL provision unnecessary,
not to mention that it was "too complicated and would present difficulties in
administration." 55 After stating that non-recourse financing constituted the
main tax shelter problem, the Senate Finance Committee reported:
Consequently, the committee amendment provides an "at risk" rule
which the committee believes deals more directly with the abuses in
tax shelters. In addition, as indicated in the minimum tax section
above, the committee amendment applies the minimum tax to the tax
preferences related to these tax shelter activities in order to make sure
54.

Original H.R. 10612, 94th Cong., 1st Sess. §207(a). Section 208 of original HR. 10612

provided a limited at-risk provision applicable only to oil and gas expenses. The bill
modifies §263(c) of the present Code to allow deductions for intangible drilling and development costs to the extent the taxpayer was "at risk" in the venture. d. §208(a).
55. S. RFP.No. 988 (Pt. I), 94th Cong., 2d Sess. 39, 1976-3 C.B. 49, 77.
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that taxpayers in these tax shelter investments would at least pay some
minimum tax. The committee believes that by dealing with tax shelters
in these two ways (combined with the modifications provided in the
maximum tax, as indicated in that section above), the committee
amendment eliminates the abuses in tax shelters in their use of various
limited risk financing techniques, while at the same time continuing
the incentives which are believed appropriate in certain areas, but
providing a minimum tax on these preferences to ensure that they do
not allow taxpayers to avoid all tax in these activities.56
The at-risk provision proposed by the Senate was ultimately adopted by
57
the conference committee and, with minor modifications, became section 465.
The other significant Senate proposal for purposes of this discussion was
another direct attack on tax shelters through imposition of a loss limitation
on limited partners. Both the House 5 and Senate59 clearly indicated a belief
that the limited partnership was a crucial factor in any tax shelter. Nevertheless, the House LAL provision imposed no restrictions on the use of the
limited partnership as a tax shelter. In contrast, the Senate would have
amended section 752 by adding subsection (e), providing that losses passed
through a partnership to a limited partner would be limited to the amount
of personal investment actually made by the partner or due under the terms
of the partnership agreements. The use of nonrecourse loans would thus
provide none of the previous tax benefit to a limited partner. The proposed
section was aimed specifically at Treasury Regulation 1.752-1(3)6 0 and was
to take the form of a basis adjustment limitation for the limited partner.
Losses flowing through the partnership to the limited partner under section
704(d) would have a lower ceiling through operation of the basis reduction
device. The philosophy and mechanics of such a provision were clearly
different from the at-risk provision, which was intended to have no effect
whatsoever on the basis of a partnership interest or its underlying property.
New IRC Section 704(d)
The conferees were unable to adopt completely the Senate's proposed
amendment regarding limited partners and responded by drafting in com6
mittee an amendment to IRC section 704(d). 1
When a partnership suffers a loss, it is passed through the partnership
conduit to the partners in the proportions specified in the partnership agreement. Such losses can be used to offset gains from other sources.6 2 Prior to
T.R.A. 1976, section 704(d) imposed a ceiling on loss deductions a partner could
take equal to the partner's adjusted basis of his partnership interest. Each
56. Id. at 39-40, 1976-3 C.B. at 77-78.
57. S. CONF. REP. No. 1236, 94th Cong., 2d Sess. 411, 1976-3 C.B. 807, 815. The only
significant changes were the addition of personal holding companies to the act's coverage
and deletion of some complex lead-in provisions for film productions.
58. H.R. RPP. No. 658, 94th Cong., Ist Sess. 25, 27 (1975), 1976-3 C.B. 701, 719.
59. S. REP. No. 938 (Pt. I), 94th Cong. 46, 1976-3 C.B. 49, 84.
60. Treas. Reg. §1.752-1(e) (1956).
61. S. CONF. REP. No. 1236, 94th Cong., 2d Sess. 422, 1976-3 C.B. 807, 826-27.
62. I.R.C. §702(a)(8); Treas. Reg. §1.702-2 (1956).
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partner's adjusted basis in his partnership interest is subject to constant
fluctuation, since several transactions or events have an impact on basis. The
original contribution to capital sets a partner's initial basis, and it is subject
to upward adjustment to the extent of the partner's share of partnership
profits and by the amount of increase in partnership liabilities.63
A partner's outside basis in the partnership is decreased by distribution of
partnership earnings or property, by a decrease in the partner's share of
partnership liabilities, and by the amount or partnership losses allocated to
the partner.6 4 Once the partner's basis in the partnership reaches zero, section
704(d) states that no further losses shall be allowed until a later year when
the partner has increased the basis of his partnership interest.
This loss pass-through mechanism is the heart of any tax shelter, but
there are several possible ways for Congress to regulate its use. First, abusive
deductions can be limited at the outset. This type of limitation is seen in
the investment interest limitations of sections 164(d) and 189 and in the
hobby loss provisions of section 183.
A second possible approach allows a partner loss deductions in full but
limits their effects at the partnership level. This approach was advocated by
proposed Senate section 752(3), which would have curtailed the losses a limited
partner could use by preventing an increase in partnership liabilities from
effecting an upward adjustment in his basis in the partnership. The result is
allowance of the full deduction which is then channeled off to general
partners at the partnership level.
The third approach would allow loss deductions in full, have them pass
through in the usual manner to each partner, but then subject each partner
to a limitation. This approach was adopted in amended section 704(d). It is
important to note that although the proposed Senate amendment to section
752 was confined to limited partners, no such limitation has been placed in
section 704(d).65 All partners are subject to its limitations. Thus, a corporation,
exempt from the operation of section 465, is subject to section 704(d) if it is a
partner in a partnership conducting non-section 465 activities.
An example of the difference between the proposed section 752(e) and
amended section 704(d) is helpful. Assume general (G) and limited (L)
partners form the GL partnership, gains and losses to be shared evenly. Both
contribute 10, and L is without further obligation to contribute under the
partnership agreement. Assume further that an asset costing 100 is purchased
with the original 20 plus a nonrecourse loan of 80. During the first year of
operations deductions in excess of income are generated in the amount of 30.
Under the law prior to T.R.A. 1976, both partners would have deductions of
63. I.R.C. §§722, 705(a)(1)(A), 752(a).
64. I.R.C. §§733, 752(b), 705(a)(2)(A).
65. Note how the Conference Committee employed the phrases "limited partner" and

"limited partnership" in explaining the Senate's proposed amendment and then "generally
followed the Senate amendment." S. CONF. Rm,. No. 1236, 94th Cong., 2d Sess. 423, 1976-3
C.B. 807, 826-27. The term "generally followed" is loosely used since the Conference agree-

ment expanded the provision's coverage and altered its mechanics so that it bore little
resemblance to the proposed Senate amendment.
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15 for the first year and each would then have a basis in his partnership
interest of 35.66
Under proposed section 752(e), L's basis in the partnership prior to the
loss would be 10, no portion of the nonrecourse note being taken into account.
In contrast, G's basis would be 90, the original contribution of 10 plus the
entire partnership indebtedness of 80. First year losses would be allocated in
accordance with the partnership agreement, but old section 704(d) would
have prevented L from deducting more than 10. His basis in the partnership
following the deductions would be zero, with a disallowed loss of 5. L would
need an increase in his basis in a later year to make use of the disallowed loss.
G, on the other hand, would have a loss of 15 and thus a basis of 75.
The same transaction under amended section 704(d) would have the following consequences. Both G and L would have a basis in the partnership of 50
but by virtue of new section 704(d) would only be allowed deductions of 10,
the extent of personal liability of each. After the loss pass-through, the basis
of each in the partnership would be 35; that is, the original basis of 50 decreased by partnership losses.67 Each would have a disallowed carryover loss
of 5.
Section 704(d) applies to all partnership losses with two exceptions. It
does not apply "to the extent that section 465 (relating to limiting deductions to amounts at risk in case of certain activities) applies, nor [does] it
apply to any partnership the principal activity of which is investing in real
property (other than mineral property)."6 8 The determination of personal
liability is based on a rule similar to those of the at-risk provision, and, like
section 465, section 704(d) has no import other than to limit deductible
losses.69 The Senate report indicates that the amount for which a partner is
deemed personally liable will be increased by his share of partnership income.
The fact that such income might then be used in payment of the partnership
nonrecourse indebtedness, reducing a partner's basis in the partnership, would
have no effect on the amount for which he is considered personally liable. 0
The Senate report provides the following example to clarify the interaction
of the loss limitation and basis provisions:
For example, assume partner A's basis in the partnership is $60X (consisting of $10X which is "at risk" and $50X which represents the por66. Each partner's basis prior to year I was 50. Treas. Reg. §1.752-1(e) (1956). The
bases would be reduced to the extent of losses passed through the partnership.
67. I.R.C. §705(a)(2)(A).
68. I.R.C. §704(d). The Technical Corrections Bill of 1977, H.R. 6715, 95th Cong., Ist
Sess. §2(o)(1), would amend this vague language to read: "nor shall it apply to any
partnership substantially all of the activities of which relate to the holding of real property
(other than mineral property) for sale or rental." The point of this amendment is to "clarify
. . . ambiguities" inherent in the terms "investing" and "principal activity." The amendment would also make it clear that active as well as passive rental operations are excepted.
See STAFF OF JOINT COMM. ON TAXATION, 95TH CONG., IST SESS., DEscRIPTION OF H.R. 6715;
TECHNICAL, CLERICAL AND CONFORMING AMENDMENTS OF THE TAX REFORM ACT OF 1976 9
(Comm. Print 1977).
69. S. CONF. REP. No. 1236, 94th Cong., 2d Sess. 423, 1976-3 C.B. 807, 827.
70. S. REP. No. 938 (Pt. I), 94th Cong., 2d Sess. 50, 1976-3 C.B. 49, 88.
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don of the partnership's nonrecourse loan which is allocated to
partner A's basis). If the partnership has $5X of taxable income for the
taxable year which is allocated to partner A, his total basis is increased
to $65X (his at risk basis increases to $15X while his basis which is not
at risk remains at $50X). If the partnership in the following year makes
a $5X payment to the bank on its loan, .the partner's basis is reduced
to $60X (his at-risk basis remains at $15X while his basis which isnot
at risk is reduced to $45X).71
A potential problem area will be the interaction of section 465 and section
704(d). Section 704(d) is not applicable to a partnership "to the extent that
section 465 . . . applies." 7 2 It is clear that a partnership carrying on more
than one activity will be subject to different loss limitation provisions. For
example, if the partnership is involved in equipment leasing as well as another activity for which it uses nonrecourse borrowing, losses emanating from
equipment leasing will be subject to section 465, while losses from another
activity will come under section 704(d).
The difficult question is the effect of section 704(d) on a partner, such as a
corporation, involved in a section 465 activity, but who is not a taxpayer
covered by section 465. If A, an individual, and B, a corporation, form the AB
partnership to lease equipment, the issue arises as to whether A will be
subject to section 465 with B subject to section 704(d). The language of section
78
704(d) is ambiguous, and the conference report provides no aid. The explanation of T.R.A. 1976 prepared by the Joint Committee, however, clarifies
the problem with the following statement regarding section 704(d):
This provision will not apply to the extent that a partnership activity
is subject to the provisions of section 465 .... This provision will not
apply to a corporate partner (other than a subchapter S corporation)
with respect to liabilities incurred in an activity to the extent that the
activity is subject to the provisions of section 465.74
The Joint Committee report then provides the example of two corporations forming a partnership to lease equipment. In that case, neither section
465 nor section 704(d) applies. But if in addition to equipment leasing, the
partnership invests in an activity not specified in section 465 (and not inactivity), section 704(d) applies to
volving real estate investing as a principal
75
liabilities incurred in that activity.
Section 704(d) is quite similar to section 465 in its operation and is apparently subject to the same evasion tactics. Since leverage shelter activities
are primarily grounded on the ability of the activity to produce sufficient
income to offset liabilities, a partner's being personally liable on the in71. Id. at 50 n.8, 1976-3 C.B. at 88 n.8.
72.

I.R.C. §704(d).

73. S. CONF.REP.No. 1236, 94th Cong., 2d Sess. 423, 1976-3 C.B. 807, 827.
74. STAFF OF JOINT COMM. ON TAXATION, 94TH CONG., 2D SEss., SUMMARY OF THE TAX

REFORM Acr or 1976 14 (Comm. Print 1976) (emphasis added). Also note that the Treasury
has taken this position in Temp. Reg. §7.704-1(d)(3) (1976).
75. STAFF OF JOINT COMM. ON TAXATION, 94TH CONG., 2D SESS., supra, note 74. The Internal Revenue Service has also adopted this position. See.Treas. Reg. §7.704-1(d)(3)(ii) (1976).
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debtedness involved may provide little if any inducement to avoid such
operations.76 For example, assume that two corporations, A and B, form the
AB partnership to purchase a building to be leased under a net lease to International, Inc., a financially stable company with an established record as a
tenant. Assume further that the purchase was leveraged to 80% with the loan
secured by a mortgage on the leased property with rental payments sufficient
to service the debt. Such arrangements were readily entered into by taxpayers
prior to T.R.A. 1976. The personal liability of A and B will provide nothing
new to this arrangement other than third persons to whom the lender may
look in the event of a default. With minimal investigation prior to purchase,
A and B will not be in a substantially different position whether they are
subject to personal liability or not.
SECTION 465 IN OPERATION

Although the congressional purpose in enacting section 465 is fairly clear
and the evil sought to be curtailed is obvious, the section itself raises many
questions concerning its operative effects. For this reason the operative provisions of section 465 merit further analysis to identify problems likely to be
confronted.
A.

Taxpayers Covered

Section 465 is applicable to all taxpayers other than corporations which
are not subchapter S corporations or personal holding companies. 77 The
provision is clearly aimed at entities which allow the pass through of gains
and losses to the individual investor. However, personal holding companies,
as defined in section 542, which are not pass through conduits to shareholders
are also included within the scope of section 465.78 There is no discussion
in the legislative history as to why personal holding companies were included.
In fact, up through the conference committee report, personal holding companies were not included under section 465. 79 Perhaps their inclusion represents an effort to prevent reduction of undistributed personal holding company income and hence the 70 percent penalty tax on such income. Since
personal holding companies have been included, it is indeed puzzling why
foreign personal holding companies ° are not within the at risk ambit.81
The at-risk provision operates at the partner rather than the partnership
level. Within a given partnership, different partners having equal interests
76.

It is unclear, in view of the similarity of the provisions, why corporations are ex-

cluded from coverage under §465, but included under §704(d).
77. I.R.C. §465(a).
78. Id. See I.R.C. §§541-547 for provisions dealing with the personal holding companies.
79 See S. REP. No. 938 (Pt. I), 94th Cong., 2d Sess., 1976-3 C.B. 49; S. CONF. REP. No.
1236, 94th Cong., 2d Sess. 411 (1976), 1976-3 C.B. 807. The reports do not mention personal
holding companies.
80. The Foreign Personal Holding Company provisions are contained in I.R.C. §§551-558.
81. The Technical Corrections Bill of 1977, H.R. 6715, 95th Cong., 1st Sess. §2(k) (1977)
would remedy this oversight by adding foreign personal holding companies to the list of
taxpayers covered by the at-risk provision.
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in the capital or profits of the partnership may have varying amounts at risk,
depending on the basis and value of the property contributed by each
partner to the partnership. Therefore, it is possible for partners to receive
equal allocations of deductions, which are nevertheless allowed to some
partners to a greater extent than to other partners because of differing amounts
at risk.
The legislative history specifically notes that individuals, sole proprietorships, estates, and trusts are within the ambit of section 465.82
In the case of an estate, depreciation deductions are to be apportioned
between the estate and the heirs, legatees, and devisees based on relative
income allowable to each. 3 If all of the estate's income is allocable to the
beneficiaries, all of the depreciation deductions will flow to the beneficiaries,
and the estate will have no depreciation deductions. In such a case, the issue
arises as to whether the total amount of depreciation deductions from a covered
section 465 activity allocable among the beneficiaries will be limited according to the amount the estate has at risk. Literally, section 465 does not cover
the beneficiaries of an estate, because the statute speaks of a taxpayer engaged
in an activity to which the section applies. Nevertheless, the estate is engaged
in the section 465 activity rather than the heirs or beneficiaries, and it seems
consistent with the policy of section 465 to limit the amount of depreciation
deductions to the amount the estate has at risk since the beneficiaries are
deriving tax benefits through it.
To the extent that income of the estate is not allocable to the heirs,
legatees, and devisees, the estate can take depreciation deductions allowable
under section 167(h). However, since the concept of distributable net income
is based primarily on the taxable income of the estate, 4 depreciation and
interest deductions allowable to the estate reduce the distributable net income
of the estate and hence the ceiling for taxability of the beneficiaries of the
estate85 If the estate is limited in the amount of depreciation and interest deductions it can take because of the amount it has at risk, the result will be a
higher taxable income for the estate and a concomitantly higher ceiling for
taxation of the beneficiaries. Thus, section 465 can have a ripple effect on
beneficiaries.
If estate income is allocable in part to the beneficiaries, so that they get a
portion of the depreciation deductions with respect to an activity covered
under section 465, and the estate receives the remaining depreciation deductions in accord with section 167(h), it seems that the application of section 465
should limit the total amount of depreciation deductions to be allocated between the estate and the beneficiaries. Again, however, the beneficiaries are
not literally within the scope of the at-risk provision. There is no discussion
of this problem in the legislative history. The allowance of unlimited depreciation deductions to beneficiaries and concomitant limitation of the remaining
82.

S. RPP. No. 988 (Pt. I), 94th Cong., 2d Sess. 48, 1976-3 C.B. 49, 86.

83. I.R.C. §167(h).
84. I.R.C. §643(a).
85. I.R.C. §662(a).
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allowable depreciation to the estate by the amount the estate has at risk are
results apparently not intended by the statute.
Much of the discussion pertaining to estates is applicable to trusts as
well. In the case of a trust, section 167(h) provides that the instrument creating the trust governs the allocation of depreciation deductions. In the event
the trust instrument is silent on this point, depreciation is to be apportioned
between income beneficiaries and the trustee on the basis of trust income
allocable to each. Again it appears that the at risk limitation on the trust
will have a bearing on the size of the depreciation deductions allocable to
the beneficiaries and to the trust.
B. Activities Affected by Section 465
The at-risk limitation does not apply to all losses arising as a result of
leveraged or nonrecourse financing. Only those activities specifically enumerated are affected. They are: holding, producing or distributing motion
picture films or videa tapes; farming; leasing any section 1245 property; and
exploring for, or exploiting, oil and gas reserves. 86
Of the six major areas selected for reform by the House in original H.R.
10612, only real estate shelters and professional sports franchises are omitted
from coverage. These activities were dealt with by other sections of T.R.A.
1976, mainly recapture provisions aimed at preventing the conversion of
ordinary income into capital gains, such conversion being a characteristic
typical of such ventures. 87 Perhaps the most amazing aspect of the attack
on tax shelters contained in T.R.A. 1976 is the light hand Congress used
when dealing with real estate tax shelters. It is a safe assumption that real
estate tax shelter activity will increase.
One of the activities covered by section 465 is the leasing of any section
1245 property.8 8 The legislative history of this new section mentions equipment
leasing8 9 but inclusion of the term "section 1245 property" in the final version
of the statute causes it to have a much broader reachA0 The leasing of any
86. I.R.C. §465(c).
87. Originally, the House LAL provisions were to cover real estate. However, the
Senate version of the at-risk provision, which basically was adopted by the Conference
Committee and by Congress, made no mention of real estate (with the exception of farming). This is another example of preferential treatment of real estate as compared with
other types of investments. Section 1250, applicable to real property, seeks to recapture only
the accelerated portion of depreciation; §1245 potentially recaptures all depreciation allowed
or allowable, not just the excess over straight line.
88. I.R.C. §465(c)(l)(C).
89. S. REP.No. 938 (Pt. I), 94th Cong., 2d Sess. 48, 1976-3 C.B. 49, 86.
90. I.R.C. §1245(a)(3) provides:
"(3) Section 1245 Property. - For purposes of this section, the term 'section 1245 property'
means any property which is or has been property of a character subject to the allowance
for depreciation provided in section 167 (or subject to the allowance of amortization provided in section 185) and is either-(A) personal property,
(B) other property (not including a building or its structural components) but only
if such other property is tangible and has an adjusted basis in which there are reflected
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personal property which is or has been subject to the allowance for depreciation under section 167 is literally within the terms of section 465. Clearly,
the use of the term "section 1245 property" is overly broad and will snare
many more taxpayers than Congress intended. The particular types of leasing
activities Congress wished to curb dealt with computers, aircraft, railroad
rolling stock, ships and vessels, oil drilling rigs and the leasing of nuclear fuel
assemblies for utility generating plants. 91 However, with the statute as worded,
the coverage of section 465 ostensibly extends to, for example, the leasing of
apartments when furniture and kitchen appliances are leased as a part of the
dwelling. It is very doubtful that Congress intended such a result. The Joint
Committee on Taxation indicates an exception may be made if section 1245
92
property is leased as a minor incident of a lease of real property.
In the area of section 1245 property leasing, it is to be noted that section
465 has no application if the section 1245 property is purchased on nonrecourse notes and then used in a trade or business. Only leasing transactions
are affected. Further, the sale lease question, stemming from the desire of
parties to net leasing arrangements to approach the "sale" line as closely
as possible without crossing it, is also unaffected by section 465. 93
adjustments described in paragraph (2) for a period in which such property (or other

property) (i) was used as an integral part of manufacturing, production, or extraction or of
furnishing transportation, communications, electrical energy, gas, water, or sewage disposal
services, or

(ii) constituted a research facility used in connection with any of the activities referred
to in clause (i), or
(iii) constituted a facility used in connection with any of the activities referred to in
clause (i) for the bulk storage of fungible commodities (including commodities in a
liquid or gaseous state),
(C) an elevator or an escalator, or
(D) so much of any real property (other than any property described in subparagraph
(B)) which has an adjusted basis in which there are reflected adjustments for amortization
under sections 169, 185, 188, 190 or 191.
91. S. REP. No. 938 (Pt. I), 94th Cong., 1st Sess. 84, 1976-3 C.B. 49, 122. See Rev. Rul.
77-397, 1977, 44 I.R.B. 7. Section 465 was held to apply to a lease of a master recording
purchased by taxpayer, partly on a nonrecourse loan. The master recording was considered
§1245(a)(3) property because it was personal property subject to depreciation under §167.
Because taxpayer received consideration for the use of the master recording, the taxpayer
was deemed to be engaged in the activity of leasing §1245 property.
92.

Tim JOINT COMM. ON TAXATION, 94TH CONG., 2D SESS., GENERAL EXPLANATION OF THE

TAX RFFORM Aar OF 1976 81 n.3 (Comm. Print 1976), provides an example in which an

unfurnished apartment equipped with either a stove or refrigerator does not trigger the
at-risk rules since the §1245 property is leased as a "minor incident" to the apartment
lease. It is uncertain whether the Internal Revenue Service will adopt any portion of this
limited exemption position; it might perhaps extend it instead to cover apartments
equipped with both a stove and refrigerator, or even to furnished apartments. Commercial
real estate leases equipped with some §1245 property present a special problem in this
respect.
93. Characterization of the lease as a sale eliminates most tax advantages otherwise available to the lessor and lessee. The lessee's payments are no longer considered rent, but
become nondeductible purchase price installments. A lessee in such a case would, however,
become entitled to depreciation deductions. The lessee may also be able to use an investment credit or a deduction for interest imputed under §483. On the other side .of the
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Section 465(c)(2) sets out the "separate activity rule" which provides that
as to an individual, estate, or trust, each film or video tape, item of 1245
property, farm property, and gas or oil property shall be treated separately
and subject by itself to the operation of the provision. The separate activity
9
rule is not applicable to partnerships or electing small business corporations. 4
For those entities, a slightly different rule is applied. Section 465(c)(2) states,
"A partner's interest in a partnership or a shareholder's interest in an electing
small business corporation shall be treated as a single activity to the extent
that the partnership or an electing small business corporation is engaged in
activities described in any subparagraph of this paragraph.
The intent of this rather obtuse wording appears to be that to the extent
that the partnership or small business corporation engages in more than one
section 1245 property leasing transaction, 9" those activities shall be aggregated,
with the limitations of section 465 applied to the aggregate. The Senate report
confirms this interpretation, but it also contains a proviso to the effect that
should a partnership engage in two or more section 465 activities, such as
section 1245 property leasing and movie production, the aggregates of those
activities and the amounts at risk are to be determined separately for each
group of activities.96 Further although the at-risk limitation is to apply
separately to each item of section 1245 property held for leasing, if several
properties are leased as a unit under the same lease and financing arrangement, the properties shall be viewed as one for the purposes of section 465.
The Senate report provides that this principle shall apply, for example,
97
to the several parts of a computer.
The provisions of section 465(c)(2) raise two comments at this point. There
is no clear reason why different rules should apply to partnership and subchapter S corporations and to individuals, trusts, and estates. The legislative
history provides no hint of justification for this distinction.
Secondly, it is apparent that the Senate's approach to the tax shelter
problem will also necessitate complex, detailed records for each section 1245
asset. While there may be a need for such records, one should realize that
at-risk requires as many detailed records as would have been the case had a
LAL provision been adopted. Perhaps one of the other possible approaches
to the tax shelter problem would have been superior in this respect. 98

transaction, the lessor loses the depreciation deduction and has potential gain on the sale.
See generally Berlin, Equipment Leasing, 12-4th TAx MNGM'T (BNA).
94. I.R.C. §465(c)(2). The separate activity rule does apply to personal holding companies
as defined in I.R.C. §542. See I.R.C. §465(a).
95. E.g., the partnership leases several computers to different lessees.
96. S. REP. No. 938 (Pt. I), 9,4th Cong., 2d Sess. 51, 1976-3 C.B. 49, 89.
97. Id.
98. For example, limiting depreciation on equipment used in leasing transactions to
the straight line method combined with the elimination of the §179 first year bonus would
curtail many abuses while causing, at most, minimal additional record keeping. The large
amounts of depreciation in the early years of the lease are the essence of the equipment
leasing tax shelter. Id. at 81-86, 1976-3 C.B. 49, 107-09.
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C. Losses
Once the details of persons and activities affected by section 465 have
been mastered, it is necessary to examine the operation of the provision. For
a taxpayer to deduct any loss generated by a covered activity, section 465
requires that he be at risk with regard to the activity at the dose of the
taxable year. Losses disallowed by reason of the taxpayer's failing to be at
risk are to be carried forward as a deduction to the first succeeding taxable
year.99 The definitions of the terms "loss" and "at-risk" are obviously crucial
to an understanding of the provision.
Section 465(d) defines a loss as "the excess of the deductions allowable
under this chapter for the taxable year (determined without regard to this
section) and allocable to an activity to which this section applies over the
income received or accrued by the taxpayer during the taxable year from
such activity." Three points merit further discussion. The "deductions allowable" language indicates that only deductions not disallowed by any other
code provision will be subject to section 465. For example, a prepaid interest
expense denied by section 461(g) is not an allowable deduction for purposes
of determining loss under section 465(d). The expense would be subject to
section 465 only in some later year when the interest is properly accrued. 00
Second, any deduction allocable to the activity goes into the computation
of a loss from the activity, regardless of the kind of deductible expenses contributing to such loss. While the original House provision was limited to
deductions which frequently occur in tax shelters,"0 ' section 465 is not so
circumspect in operation. All deductions attributable to any section 465
activity must be determined annually. In cases where there are several items
of section 1245 property leased by a single person, general expenses will
probably be allocated ratably to each item. However, partnerships and subchapter S corporations will not be required to make such an allocation since
all leases of section 1245 property will be viewed as a single activity for this
purpose.
Third, the statute requires taxpayers to allocate both income and deductions to each activity.' 2 In the usual equipment leasing venture, the allocable
99. I.R.C. §465(a).
100. The interaction of §§461(g) and 465 could aptly be described as a "double dip."
Section 461(g) determines whether interest is allowable to a cash method taxpayer as a deduction for the particular year in which it is paid. If the interest payment is for a period
which is after the close of the taxable year in which paid, it will be treated as paid in the
period to which it is allocable. When this later time arrives, the interest payment must
then meet the test of §465. The same situation can arise in the interaction of §§465 and
163(d), dealing with the limitation on interest deductions with respect to certain investment indebtedness.
101. Additional first year depreciation, excess depreciation allowed by accelerated depreciation methods, and prepaid interest frequently accompany the tax shelter investment.
See Original H.R. 10612, 94th Cong., Ist Sess. §101 (1975), where the term "accelerated
deductions" is defined in proposed §468.
102. The ordinary commercial equipment lease should present no problem in this regard. "Section 1245 property," however, encompasses more than what could be properly
classified as equipment. See text accompanying notes 90-92 supra. Thus, where the taxpayer
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portion of each deduction to a single leasing activity would be the same
proportion as the income from such activity bears to the total gross income
of all such activities. This form of allocation has been required by the service
in similar circumstances. 10 3 Specific deductions, such as depreciation or interest
on an indebtedness used to purchase the section 1245 property, are properly
allocable to the activity in which they have their origin.
Under section 465(d) a loss is defined as the excess of allowable deductions,
determined without regard to section 465 and allocable to a section 465
activity, over the income received or accrued by taxpayer from such activity
during the taxable year. Construction of the words "received or accrued"
with respect to the income from an activity should present no problems,
although they are not discussed itn the legislative history. "Received" obviously
has reference to cash basis taxpayers and is broad enough to include income
constructively received in the taxable year.
Once the deductions allocable to each section 465 activity have been determined, there develops a more complex mechanical problem that also is
not discussed in the statute or legislative history. When two or more deductions allocable to a section 465 activity combine to exceed the taxpayer's
amount at risk with respect to that activity, the question arises as to which of
the deductions will be allowed. The choices are three. The taxpayer could
determine those deductions he wishes to use and their amounts. The Service
is generally not so liberal with respect to taxpayers picking and choosing deductions. Another approach would require that deductions effecting basis
adjustments, mainly depreciation, be taken first. The Service, however, will
probably insist on a third approach - ratable allocation by which the loss
up to the amount at risk would be allocated in proportion to the relative
amounts of total deductions allocable to the activity and otherwise allowed
without regard to section 465.
There are two main reasons why some method is needed to determine
specifically which deductions will be allowed and which will not. First, the
minimum tax designates both excess itemized deductions and accelerated depreciations on leased section 1245 property as tax preference items.1 0 4 For
accurate computation of the minimum tax, the exact amounts and types of
deductions will be required. Second, certain deductions, and most importantly
for the present discussion, investment interest deductions, are subject to
yearly ceilings. Should several deduction items combine to exceed the at-risk
limitation, some type of identification will be required to allow application
of the ceiling.
Of the three identification methods proposed, the first, allowing the taxpayer to determine which deductions to use, has the effect of giving the
taxpayer the power to determine the character of his own deductions. Notwithstanding the regulatory nature of the minimum tax provisions, this
leases an apartment with a refrigerator and a stove, allocation of income and deductions
to each of these items might prove more difficult. But see note 92 supra.
103. See, e.g., Treas. Reg. §1.652(b)-3 (1960).
104.

I.R.C. §57(a)(1). (3).
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approach allows the taxpayer to minimize preference items used to compute
the minimum tax.

The second approach, applying first those deductions affecting the basis
of the assets concerned and apportioning any remaining deductions, has one
major benefit. Since an asset's basis is reduced by allowable depreciation, even
if the depredation is not allowed, 1 5 it would be only fair to allow depredation deductions first. For example, assume A purchases a computer for lease
for $100.00 by expending $20.00 in cash for the down payment while financing
the balance on a nonrecourse basis. Assume further that in the first year of
operation the activity generates income of $5.00, interest deductions of $15.00,
and depreciation of $15.00. Since A is at risk with respect to the activity in
the amount of $20.00, he will have disallowed deductions of $5.00. Using this
method, the taxpayer would be required first to claim the depreciation deduction of $15.00, and any remaining deductions ($5.00) would be taken up by
the interest deduction. The carryover of $5.00 would constitute disallowed interest. Upon disposition of the asset, immediately subsequent to this time, the
adjusted basis of the computer is $85.00. Although section 465 is to have no
application in determining basis, in this example the entire $15.00 which
reduces A's basis in the computer is also allowed as a deduction in the current
year.
The final approach, "total allocation," or selection of a portion of each
expense deduction to utilize the entire amount at risk, is the method chosen
by the House in section 207 of original H.R. 10612, and is used in similar
deduction limitation provisions. 106 This concept is currently embodied in
Treasury Regulation 1.704-1(d)(2), which clarifies the deduction identification
process when a partner has several different deductions allocated to him, the
sum of which exceed his basis in the partnership. The regulation provides
that the deductions allocated to'a partner must be apportioned so that a
portion of each deduction is allowed and so that the total amounts allowed
equal the partner's basis in the partnership. The apportionment formula to
be used is:
each deduction item x

partner's adjusted basis
total deductions

The regulations provide the following example of the rule in operation:
Example (3). At the end of partnership taxable year 1955, partner C
has the following distributive share of partnership items described in
section 702(a): long-term capital loss, $4,000; short-term capital loss,
$2,000; income as described in section 702(a)(9), $4,000. Partner C's adjusted basis for his partnership interest at the end of 1955, before adjustment for any of the above items, is $1,000. As adjusted under Section
705(a)(1)(A), C's basis is increased from $1,000 to $5,000 at the end of
the year. C's total distributive share of partnership loss is $6,000. Since
without regard to losses, C has a basis of only $5,000, C is allowed only
$5,000/$6,000 of each loss, that is, $3,333 of his long-term capital loss,
and $1,667 of his short-term capital loss. C must carry forward to
105. I.R.C. §1016(a)(2).
106. See, e.g., Treas. Reg. §L652(b)-S (1960).,
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succeeding taxable years $667 as a long-term capital loss and $333 as a
short-term capital loss.107
The approach of this regulation should be applicable to section 465,
especially since it appears to be the allocation method advocated by the
House of Representatives. An example should more clearly illustrate the
operation of the total allocation method in the equipment lease context.
Assume the same facts as in the earlier example dealing with the purchase
of a computer for lease, with an amount at risk of $20.00, income from the
activity for the year of $5.00, depreciation of $15.00, and an interest expense
of $15.00. The taxpayer's at-risk basis is $20.00. Since deductions ($30.00)
exceed gross income ($5.00), the taxpayer has a loss in the tax year of $25.00.
Since 465(a) limits the deductible amount of this loss to the extent of the taxpayer's at-risk basis, here $20.00. Thus, $5.00 of loss will be disallowed. Because total deductions otherwise allowed without regard to section 465 total
$30.00, two-thirds of each deduction should be allowed under section 465.
Therefore, $10.00 of depreciation and $10.00 of interest would be allowed. As
to the disallowed portion of $5.00, $2.50 would constitute disallowed depreciation, and an equal amount would constitute interest not allowed.
The accounting problems considered above will cause headaches for
practitioners until the Service provides some guidelines for the allocation of
deductions. It is reasonable to anticipate that any such regulations will follow
a total allocation approach consistent with that now contained in the partnership regulations.
D. Carryover of Losses
Assuming that the operative provisions of section 465 have been triggered
and that losses have been disallowed for failure of a taxpayer to be sufficiently
at risk, the issue arises as to how the disallowed losses are to be treated. The
section gives an apparently simple reply: "Any loss from such activity not
allowed under this section for the taxable year shall be treated as a deduction
allocable to such activity in the first succeeding taxable year."108 Although the
statute implies a one year carryover, the Senate report indicates a more
lenient approach:
Losses which are suspended under this provision with respect to a
taxpayer because they are greater than the taxpayer's investment which
is "at risk" are to be treated as a deduction with respect to the activity
in the following year. Consequently, if a taxpayer's amount at risk
increases in later years, he will be able to obtain the benefit of previously suspended losses to the extent that such increases in his amount
at risk exceed his losses in later years.'0 9
The use of the words "suspended" and "years" clearly indicates that losses
disallowed in year one need not be used in year two or be lost forever. 10 The
107.
108.
109.
110.

Treas. Reg. § 1.704-1 (d)(4), example (3) (1960).
I.R.C. §465(a).
S. RM,. No. 938 (Pt. I), 94th Cong., 2d Sess. 48, 1976-3 C.B. 49, 86.
A similar approach was taken by the Treasury in the "hobby loss" area. See Treas.

https://scholarship.law.ufl.edu/flr/vol30/iss1/5

24

Collins and Doliner: The "At-Risk" Provisions: The Internal Revenue Code's New Double
"AT-RISK" PROVISIONS

future availability of such disallowed deductions hinges on an increase in
the taxpayer's amount at risk in the specific activity giving rise to the losses,
regardless of when such increase occurs. It is presumed that if losses are disallowed, they maintain their individual characters as discussed previously.
A second problem concerning the carryover provision is apparent. When
losses for more than a single year have been denied, the question arises as to in
what order should the loss years be applied. For example, suppose a taxpayer has losses disallowed in years one, two, and three. In year four, in
which no losses are sustained, the taxpayer increases the amount at risk but
only by an amount sufficient to make use of half of the disallowed losses.
The losses from year one could be applied first to the amount at risk, in
essence a FIFO method, a LIFO method could be applied, or some other
approach could be used. Assuming the losses disallowed for the years are
comprised of different types of deductions, the method selected could have a
considerable effect on the taxpayer's tax in year four. Although the legislative
history does not speak to the point, the use of the phrase "first succeeding
taxable year" implies that the FIFO method will be followed."'
E. Section 465 and Basis Adjustments
The interaction of section 465 with section 1016, the section dealing with
adjustments to basis, provides the foundation for the main interpretive
problems concerning section 465. The issue is quite simple. Section 465 is
intended to have no application other than disallowance and carryover of
deductions in certain situations. The Senate Finance Committee stated, "The
at risk limitation is only intended to limit the extent to which certain losses
in connection with the covered activities may be deducted in the year claimed
by the taxpayer. The rules of this provision do not apply for other purposes,
such as determination of basis."11
Therefore, a situation could arise in which a taxpayer would have depreciation deductions disallowed for use in the current year, while the adjusted
basis is nonetheless reduced under section 1016. For example, assume A, an
individual, purchases a computer for 100 to lease to XYZ Company. A pays
20 and finances the remaining 80 with a nonrecourse note. Assume further
that the computer has a useful life of 5 years and that straight line depreciation is used. The annual rental charge is 10. The following results occur:

Reg. §1.183-1(b)(2)(ii) (1972). The Technical Corrections Bill of 1977 attempts to clarify
the language of §465(d) to reach this result: the parenthetical is changed to read "(determined without regard to the first sentence of subsection (2))." H.R. 6715, 95th Cong., 1st
Sess. §26)(2) (1977). The Joint Committee on Taxation's explanation is as follows: "The
bill amends this definition of loss to clarify that the deductions entering into the computation of the loss for the current year include losses from prior years which by virtue of
§465(a) ard'treated as deductions in the current year." The result of this confusing amendment is an unlimited carry6ver for disallowed losses. JoiNT COMM. ON TAXATON, 95TH CONG.,
lsr Sass., DasciauioN oF H.R. 6715 6 (Comm. Print 1977).
111. I.R.C. §465(a).
112. S. Rm. No. 938 (Pt. I), 94th Cong., 2d Sess. 48 (1976), 1976-3 C.B. 49, 86.
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(carryover loss 10)

Thus, at the end of the third year, A has had his basis in the computer
reduced by 60, while only 50 of the depreciation deductions have been
allowed.
At issue is the amount of the section 1016 basis adjustment which is
proper in year three in view of the application of section 465. Generally,
section 1016(a)(2) requires an adjustment for the amount of any depreciation
deductions allowable with respect to a depreciable asset. Since section 465(a-,
the operative subsection of the at-risk provision, speaks in terms of "allowed"
and "not allowed" deductions, the question arises as to whether such an adjustment is proper. The previously quoted Senate Finance Committee
comment"1 3 indicates that not only is this result proper, but it is specifically
intended.
It is the carryover provision of section 465 which lends support to the
Senate report result, but not. without some semantic acrobatics. The theory and
intent seem to be that the depreciation deduction in year three is allowed or
allowable to A; he simply may not deduct it in that year. It is, however, deductible in a later tax year, and thus the basis adjustment in year three is
114
proper.
The built-in carryover provision of section 465 is perhaps the factor
distinguishing it from section 183 in this regard. Under the operation of
section 183 which concerns the allowance of deductions from nonprofit
activities, depreciation deductions denied result in a negation of the section
1016 adjustment. 1 5 Thus, in the previous example A would have an adjusted
basis in year three of 50, without, however, any carryover of the disallowed
deduction. In contrast, section 465 allows A a carryover deduction, and thus
the full section 1016 adjustment appears proper.
It is interesting to note the shadow Crane casts on this aspect of section
465. There is little doubt that the Crane decision is a key link in any leasing
113. See text accompanying note 112 supra.
114. To attach such significance to the distinction between an allowed deduction and
a deducted deduction is not very comforting. Nevertheless, such a distinction appears
necessary to maintain the express policy of §465 in conjunction with the long standing
requirement of basis adjustments under §1016.
115. Treas. Reg. §1.183-1(b)(2) (1972).
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tax shelter arrangement. 1 8 In fact, the Senate report cites it in the general
discussion of tax shelter activities and section 465.117 The method selected to
attack the recognized evil, however, bears little if any connection to the
principles enunciated in the Crane decision. While Crane was essentially a
basis determination case, section 465 is not applicable to basis or basis adjustments. In short, the basis, depredation, and shelter concepts flowing from
Crane are alive and well. While section 465 may attempt to limit the undesirable effects of that landmark decision, it in no way changes any of the
fundamental rules which may lead to a tax shelter abuse. Congress eyed its
target and then selected the wrong arrow. Perhaps Congress merely
acknowledged that the problem does not lie with the basis provisions of the
Code. While the correct arrow for the tax shelter target remains uncertain,
section 465 seems to miss the mark.
F. Dispositionsof Section 465 Assets
Directly related to the basis problems of section 465 is the question of a
transfer or disposition of assets used in a section 465 activity. The following
example illustrates the problems inherent in such a transaction. Suppose A
in our earlier example sells the computer on the last day of year three for
20, with the buyer taking the computer subject to the existing indebtedness
of 50. Under the Crane rationale, A's gain on the transaction is calculated
as follows:
Amount realized
-Adjusted basis of 1016
Gain of §1001(a)

70
40
30

Section 1245 characterizes this entire amount as ordinary income."" Without further adjustment in the year of disposition, a serious inequity in the
operation of section 1245 and section 465 becomes apparent. A is taxed on
the transaction as though he had received depreciation deductions of 60,
even though he has only been allowed 50.119
One possible remedy for this inequity is simply to ignore contrary language
in the Senate report 12 0 and limit any basis adjustment under section 1016 to
116. Treas. Reg. §1.752-1(e) (1972) and the example therein are still applicable to

determine each partner's adjusted basis in his partnership interest. Although the Senate
Report indicates the Committee's disapproval of this regulation, and in fact the Senate
proposed an amendment to eliminate it, the regulation is dearly viable and applicable in
this situation. See S. REtp. No. 938 (Pt. I), 94th Cong., 2d Sess. 49 (1976), 1976-3 C.B. 49, 87.
117. S. REP. No. 938 (Pt. I), 94th Cong., 2d Sess. 46, 1976-3 C.B. 49, 84.

118. I.R.C. §1245(a)(1).
119. If A's adjusted basis were decreased only by the amounts of depreciation actually
deducted, as opposed to those allowed, A's gain would be 20, because in this event A's basis
in the computer would be 50. Section 1245 would characterize this gain as ordinary income.
120. S. REP. No. 938 (Pt. 1), 94th Cong., 2d Sess. 48 (1976), 1976-3 C.B. 49, 86, where
it is stated: "The at risk limitation is only intended to limit the extent to which certain
losses in connection with the covered activities may be deducted in the year claimed by
the taxpayer. The rules of this provision do not apply for other purposes, such as the
determination of basis."
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the depreciation amounts not disallowed by virtue of section 465.121 Thus, A
would have a basis of 50, with a gain of 20 in the year of sale, characterized
by section 1245 as ordinary income. As noted earlier, this approach should be
rejected. It requires one to ignore the clearly stated congressional purpose of
section 465. Only in the total absence of any other reasonable solution should
such an approach be taken.
The alternative solution would be to treat the amount of gain realized on
the sale as an addition to A's amount at risk with respect to the computer.
This approach results in gain in the year of sale, coupled with offsetting deductions in the amount of suspended losses previously denied. Thus, the
disposition of the computer in the foregoing example would lead to the
following results. A again records a gain of 30 in the year of sale. However,
his amount at risk is increased by the amount of gain realized on the sale. A
is now at risk with respect to the computer in the sum of 30, and the suspended
deduction of 10 is allowed under section 465(a) in the year of sale. Thus in
year three, A has 30 of section 1245 income, 10 of rent income, and 20 in
section 167 depreciation deductions. In all A has received 60 in depreciation
deductions, 30 of which were recaptured at the time of the sale.
Justifying such a result requires some statutory gymnastics, but the definition of amounts at risk in section 465(b)(1) appears flexible enough to support
this approach. It states that "[flor the purposes of this section, a taxpayer shall
be considered at risk for an activity with respect to amounts including...
A. the amount of money or other property contributed by the taxpayer to
the activity; and
B. amounts borrowed with respect to such activity (as determined under
paragraph (2))."122
While it is doubtful that the term "contributed" could be expanded to
cover the instant situation, one might look for help to the phrase "with respect
to amounts including." The term "including" must be construed not to
"exclude other things otherwise within the meaning of the term defined."' 123
Thus, an elastic interpretation of the word "amounts" is not barred by the
draftsmen's terminology and may in fact be the key to overcoming this mechanical hurdle.
This construction of section 465(b)(1) also finds some support in the
Senate report which notes, "In the case of a partnership, a partner is generally
to be treated as at risk to the extent that his basis in the partnership is in12 4
creased by his share of the partnership income.'
Further support is found in the definition of the term "loss" in section
465(d). That subsection refers to "income received or accrued by the taxpayer
during the taxable year from such activity." As previously noted, it is implicit
in the interaction of section 465(a) with section 465(d) that disallowed deductions allocable to the activity may be allowed to the extent of income but cannot
121.
note 114
122.
123.
124.

This is the approach taken by the Treasury in the regulations under §183. See
supra.
I.R.C. §465(b)(1) (emphasis added).
I.R.C. §7701(b).
S. REP. No. 938 (Pt. I), 94th Cong., 2d Sess. 50, 1976-3 C.B. 49, 88.
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be used to create a loss in a subsequent year. Thus, as long as there is income
allocable to the activity, deductions also allocable should be allowed.
Using this approach, a sale of the computer by A on the last day of year
three for 120 results in the following:
Amount realized
-Adjusted basis of §1016
Gain of §1001(a)

120
40
80

In this situation, section 1245 characterizes 60 of the gain, and the balance
of 20 is characterized in the section 1231 "hotchpot." A also has 10 rental
income and a depreciation deduction in year three of 20.
The disposition by gift of an asset used in a section 465 leasing activity
renders similar results. Assume for example that at the end of year three, A,
rather than selling the computer, gives it to his son. Under the principles of
Crane, A has gain on the gift of 10. Here again section 1245 is applicable,
and the gain recognized on the transaction will be characterized as ordinary
income.125 Assuming the gain on the gift increases A's amount at risk, the
following results are obtained: A has section 1245 gain of 40, rental income
12
of 10, and a depreciation deduction of 20 in year three.
The death of A presents a similar problem. Assume he dies on the first
day of year two. At the time of death, A's adjusted basis in the computer is
80 and his at-risk basis is 10. It is clear that his estate succeeds to A's adjusted
basis in the computer,2 2 but the problem arises as to whether the estate
should also succeed to A's at-risk amount.:1 2 Certainly, the estate and A are
not the same taxpayer. However, carryover notions should nevertheless prevail
to allow the estate to succeed to A's amount at risk notwithstanding the fact
that the estate has made no contributions to the activity. This seems to be
an equitable result, for otherwise the estate would be forced to make cash or
property contributions to the activity in order to take advantage of depreciation deductions.
Another problem arises if death occurs at a time when the taxpayer holds
carryover losses. Assume for example that A dies on the first day of year four.
At the time of death, his adjusted basis in the computer is 40 and he has a
section 465(a) loss carryover of 10. Again the estate succeeds to A's basis in
the computer, but what of his carryover loss? If the carryover notions of

125. Treas. Reg. §1.1015-4(a) (1957) clarifies the basis results to the recipient of the

property. See Treas. Reg. §1.1001-1(e)(1) (1957) regarding a part sale, part gift transaction
in this situation.
126. The interesting issue raised by this hypothetical situation is the amount the son
has at risk, assuming he continues as the lessor of the property. There are two possible

results. Son could succeed to A's amount at risk, 30, or he could begin anew with an at-risk
basis of 0. The former appears to be the more equitable result; the latter outcome could
find statutory support, however, since the taxpayer is now son who, strictly speaking, has

made no contributions to the activity. See I.R.C. §465(b)(1).
127. I.R.C. §1023.

128. The same issue would arise for the donee if A gave the property to his son in
year one or two.
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sections 465 and 1023 prevail, one would expect the estate to succeed to the
section 465 carryover. 12 9
Corporate formation is yet another transaction which could have an important interaction with section 465.130 For example, assume that at the end
of year three, A transfers the ownership of the computer to his wholly owned
corporation, A., Inc., taking back shares of stock in the corporation. Assume
further that in the three years of operation, the indebtedness on the computer
is now 60. The transfer has the following tax consequences. A has gain of 20
on the transfer 11 characterized as ordinary income.13 2 A's adjusted basis in his
stock is zero. 13 Assuming the previously discussed effect of the gain is to increase A's amount at risk, this amount is 10."3

Carryover mechanics and the effects of transactions relating to the property
when there are suspended deductions allocable to it, are crucial points which
go virtually untouched in every committee report or comment. In promulgating regulations, the Treasury will have a clean, if somewhat guideless, slate
on which to write.
G. Amount at Risk
The central cog in the mechanics of section 465 is the term "amount at
risk," and it is clear the draftsmen felt the subsection defining it to be most
important. 3' The statute provides that a taxpayer, at the close of the taxable
year, shall be considered to be at risk for the amount of money and the
adjusted basis of other property contributed to the activity, as well as for
certain amounts borrowed with respect to the activity. 136 Funds borrowed
129. On the other hand, a strong argument can be made that the estate is not the
same taxpayer as A, and thus A's deductions should not be passed to another taxpayer.
This point finds support in the net operating loss provision of §172. Were the 10 an N.O.L.
carryover rather than a §465 carryover it is certain that the estate would not succeed to
the deduction. See Rev. Rul. 74-175, 1974-1 C.B. 52. It is not certain that a different rationale
should apply to A in the example given in the text.
130. This discussion concerns only the formation of a personal holding company or a

subchapter S corporation, the only corprations subject to §465. See I.R.C. §465(a).
131. I.R.C. §357(c)(1).
132. I.R.C. §1245(b)(3).
133.

I.R.C. §358(a) (1), (d). A's basis in the stock is determined under §358 as follows:
40
Adjusted basis in property exchange

Less amount of "money" received (§358(d))

60

Increased by gain recognized

20

0
Adjusted basis
134. In the event the corporation is a personal holding company, it becomes important
to determine the corporation's amount at risk. While its basis in the computer will be 60
under §362(a), the issue becomes the pass-through of A's at-risk amount to the corporation,
giving it an amount at risk of 10. One should again note the notion of separate taxpayers.
Clearly the corporation could not succeed to A's section 172 net operating loss. See Rev.
Rul. 69-515, 1969-2 C.B. 38. Perhaps the same rationale should apply here, thus putting
A, Inc. into an at-risk amount of zero.
135. In contrast to the at-risk provision in the original H.R. 10612, 94th Cong., 1st
Sess. §§207, 208 (1975), which contained no definition of the term, §465 as finally enacted
contains a detailed subsection clarifying what is meant by being at risk. See I.R.C. §465(b).
136. I.R.C. §465(a). The use of the phrase "at the close of the taxable year" in §465(a)
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without the personal liability of the debtor or secured by property used in
the activity do not constitute amounts at risk. Furthermore, a taxpayer shall
not be "considered at risk with respect to amounts protected against loss
through nonrecourse financing, guarantees, stop loss agreements, or other
similar arrangements."1 37 The taxpayer's amount at risk is reduced yearly by
the amount of loss allowable as a deduction after application of section 465.139
Money and contributedproperty. The initial figure used in determining the
amount at risk will be the amount of money and the adjusted basis of other

property contributed by the taxpayer to the activity13 9 This provision presents
few problems but one should note the phrase "by the taxpayer." The Service
can be expected to take a tough stand in the family or limited partnership
area on the issue of who contributed money or property to the venture.
One interesting possibility for abuse is developed in the following scheme.
A invests 20 in a computer costing 100. The remaining 80 is financed with
nonrecourse notes. Under Crane, A's adjusted basis in the asset is 100. Of
course if he leases the computer his amount at risk is 20. If, however, he contributes it to the AB partnership, section 465(b)(1) says his amount at risk is
100. One would expect this scheme to be within the reach of section 465(b)(4),
dealing with nonrecourse financing, guarantees, stop loss agreements, and other

similar arrangements.
One further problem regarding this subsection, as previously noted, involves the effect of profits on the taxpayer's amount at risk. The Senate

report notes:
In the case of a partnership, a partner is generally to be treated as at
risk to the extent that his basis in the partnership is increased by his
share of partnership income. The fact that partnership income is then
may provide a tax planning tool. To escape the clutches of §465, the taxpayer need not
be at risk at all times, but merely at the close of the taxable year. While personal liability
for one day of the year on a nonrecourse loan would obviously not be looked on with
approval, such liability for a limited time seems dearly within the purview of the phrase.
The Senate Report provides the following example:
"The risk limitation is to apply on the basis of the facts existing at the end of each
taxable year.
"If the partners in a partnership are personally liable on a loan to the partnership at
the time the loan is initially made, but if the loan provides that the debt becomes nonrecourse if certain later events occur (e.g., if an orchard reaches a certain stage of development),
the partners are exposed to the risk of loss during the period they are personally liable on
the loan. They cease to be exposed to loss from and after the time that the loan becomes
nonrecourse." S. REP. No. 938 (Pt. I), 94th Cong., 2d Sess. 48, 1976-8 C.B. 49, 86.
137. I.R.C. §465(b)(4). It is this broadly worded provision which authorizes the IRS
to pierce the schemes technically in compliance with the statute but contrary to its spirit.
138. I.R.C. §465(b)(5).
139. If property is contributed to the activity, the taxpayer will be at risk in the
amount of the adjusted basis. If he does not contribute property directly to the activity
but merely pledges it as security for a loan, the proceeds of which are used in the activity,
a far greater amount can be put at risk. From the standpoint of theoretical purity, one
would expect a taxpayer to be at risk to the fair market value of contributed property at
the date of contribution. This point was probably ignored to avoid administrative inconvenience and troublesome valuation questions.
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used to reduce the partnership's nonrecourse indebtedness would have
no effect on the partner's amount at risk. (The reduction of nonrecourse indebtedness would still, of course, reduce his basis in his
partnership interest for purposes other than the at risk limitation.) If
the partnership, instead of retaining the income, makes actual disyear, the amount
tributions of the income to a partner in the taxable
14
distributed reduces the partner's amount at risk. 1
Recasting the transaction as a distribution of partnership income to A,
followed by its use by A to make a payment on the indebtedness, clarifies
the result. Viewed in this light, A has obviously made a contribution of
money to increase his amount at risk, increased his basis in the partnership,
and immediately reduced his basis by reducing the partnership indebtedness.
While it seems that the same approach should be taken when A is merely an
individual and not a partner, the Senate report makes no mention of the
application of profits to increase amounts at risk for activities entered into
by individuals. Profits from the activity will not automatically increase the
taxpayer's amount at risk. In fact, the last sentence in the above quote from
141
the Senate report states exactly the contrary.
A final point of interest is the situation of the partnership within a
partnership. Assume, for example, A and B form a law partnership. They
both carry heavy capital balances. Assume further that the AB partnership
enters into a leasing venture of section 1245 property as a sideline. The
partnership will be subject to the section 465 at-risk provisions, but what is
its amount at risk and what effect will profits from the law side of the partnership have on it? What A and B have done in essence is to install a tax shelter
at the source of income.142

The Service could force A and B to apportion or allocate their assets to
the respective activities of the partnership and thus limit the amount at risk.
Since A and B are fully within the at-risk provisions of section 465(b), and
since the capital accounts and assets of the law activities are exposed to
43
liability, such an approach is not likely.'
Borrowed Amounts. Since the aim of section 465 is to reduce the use of
nonrecourse leverage loans in tax shelters, one would expect the provisions
dealing with borrowed amounts to be most detailed, and such is the case.
Amounts borrowed for use in the activity will increase a taxpayer's amount at
risk to the extent that he is personally liable for repayment of the loan or
to the extent that the debt is secured by property other than the property
used in the activity and then only to the extent of net fair market value of

140. S. REP. No. 938 (Pt. 1), 94th Cong., 2d Sess. 50-51, 1976-3 C.B. 49, 88-89.
141. See text accompanying note 140 supra.
142. State laws concerning professional groups would prevent A and B from further
perfecting the arrangement with the use of a limited partnership. Other professionals or
partnerships might not be subject to such a limitation.
143. The individual or partnership engaging in several section 465 activities faces a
related problem: allocation of an amount at risk with respect to each of the activities. In
view of the separate activities rule, this allocation will be required. Some type of allocation
in proportion to the fair market value of the §1245 property involved appears appropriate.
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the taxpayer's interest in the property.l" When other property owned by the
taxpayer is used to secure the indebtedness, the amount at risk is the fair
market value of the property as of the date the property is pledged, less any
superior claims to which it is subject. 14 5 Further, cross-collateral security agree-

ments in which collateral is financed directly or indirectly by debt secured by
property which is used in the particular section 465 activity will not increase
14 6
a taxpayer's at-risk investment.
Certain borrowed amounts are not treated as increasing the taxpayer's
amount at risk despite compliance with the above qualifications. If the lender
has an interest in the activity other than as a creditor, or if he is related to
the taxpayer in a manner defined in section 267(b), the loan will not be an
amount at risk. The Senate report does not clarify the effect or intent of
this provision but it appears to be aimed at matching the economic risk with
the right to take the loss deductions. A lender with an interest, other than
that of a creditor, is regarded as the true party taking a risk. Likewise, the
Code assumes a related party within the meaning of section 267(b) to be
4
the true investor.' 7
An overriding exception regarding borrowed amounts is provided in
section 465(b)(4), which states that a taxpayer shall not be at risk for amounts
which are protected against loss by guarantees, stop loss agreements, or "other
similar arrangements." This vague and broad provision gives he Treasury a
wide range of discretion in drafting regulations for this section. An example
of the types of arrangements falling within the exception was provided in the
Senate report:
[I]f the taxpayer borrows money to contribute to the activity and the
lender's recourse is either the taxpayer's interest in the activity or
property used in the activity, the amount of the proceeds of the borrowing are [sic] to be considered amounts financed on a nonrecourse basis
and do not increase the taxpayer's amount at risk.'1
The provision takes direct aim at the stop loss agreement which- is frequently an integral part of the cattle feeding shelter. In the past, such shelters
generally guaranteed a loss no greater than a specified amount on the subsequent sale of the feed cattle. Such agreements were required to attract investors into participation in the volatile beef market. In the future, investors

144. I.R.C. §465(b)(2).
145. S. RPP. No. 938 (Pt. I), 94th Cong., 2d Sess. 50, 1976-3 C.B. 49, 88.
146. I.R.C. §465(b)(2), S. RFP. No. 938 (Pt. I), 94th Cong., 2d Sess. 50, 1976-3 C.B. 49, 88.
147. Note, however, in this regard that there is no provision allowing any disallowed
deductions to the true party in interest. For example, assume wife loans husband's two-man

partnership 100 dollars. If the partnership generates 100 in losses, husband- and partner may
not use the losses against income from other sources since 'they are not at risk to the

borrowed amount-wife is. However, wife too is not allowed to use the losses as she is
not a partner to the operation. Only income from the venture in future years in excess of
deduction from those years will allow use of the 100 loss.
148. S. REP. No. 938 (Pt. I), 94th Cong., 2d Sess. 49, 1976-3 C.B. 49, 87.
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will be at risk only to the extent of a potential, nonprotected loss, assuming
149
all other requirements of section 465 have been met.
The term "similar arrangements" is given a broad sweep in the committee report. Included are intrapartner agreements for compensation or reimbursement for a loss a partner may suffer and insurance purchased by the
taxpayer to cover payments he is actually required to make on the indebtedness.' 50 The normal buy-sell agreement between partners providing for disposal
of a partnership interest at retirement or death is not included. 151 The message
is clear: a taxpayer is at risk only as to those amounts which come out of his
pocket.
H.

Effective Dates of Section 465

Generally, the at-risk provision is applicable to amounts paid or incurred
in taxable years beginning after December 31, 1975.152 The statute thus has
retroactive effect. Amounts allowed or allowable for depreciation or amortization for a period are to be considered as amounts paid or incurred in that
53
period.
With respect to nonoperating leases, if a taxpayer "held his interest in
the property on December 131, 1975," section 465 does not apply to: (1) leases
entered into before January 1, 1976, and (2) leases under which the property

149. Federal target price programs or price support programs do not reduce the amounts
at risk of taxpayers protected from loss by such programs. C. CONF. REP. No 1236, 94th Cong.,
2d Sess. 412, 1976-3 C.B. 807, 816.
150. A taxpayer in this situation will remain at risk to the extent of the uninsured
portion of the personal liability to which he is exposed. Credit life insurance, frequently
required in lending transactions, does not appear to be the type of insurance contemplated
in this provision. Credit life does not protect the debtor from personal liability but rather
protects his estate from the claims of the creditor, as well as providing the creditor with
protection in the event of the debtor's death. See also Rev. Rul. 77-401, 1977-44 I.R.B. 10;
Rev. Rul. 77-398, 1977-44 I.R.B. 8. Rev. Rul. 77-398 contains the following example:
"In 1976, A, an individual, purchased at its fair market value all of the right, title, and
interest in a used motion picture film from B, an unrelated party. The terms of the
purchase called for a 20 percent cash down payment and a note with recourse against A
[for] the amount of any unpaid balance on with [sic] accrued interest within 10 years
from the date of the purchase. Commencing with the date of the note, on a quarterly
basis, 50 percent of the gross receipts derived from the distribution of the film are required to be applied against the unpaid balance of the note plus accrued interest at the
prevailing rate until paid in full. A also entered into an agreement with C under the terms
of which C is obligated at the end of the 10 years to lend A the amount of any unpaid
balance on A's note to B. At that time, A will be obligated to execute a one year, nonnegotiable note payable to C for the amount borrowed; however, by its terms the note to C
will be renewable at A's option from year to year or until such time as the debt is fully
paid from gross receipts derived from distribution of the film, if earlier.
"Held, the 20 percent cash down payment will be an amount considered at risk within
the meaning of section 465 of the Internal Revenue Code of 1954. However, no amount
due on the note to B will be considered to be at risk." 1977 I.R.B. 8.
151. S. REP. No. 938 (Pt. I), 94th Cong., 2d Sess. 49, 1976-3 C.B. 49, 87.
152. Tax Reform Act of 1976, Pub. L. No. 94-455, §204(c)(1), 90 Stat. 1520 (1976).
153. Id.
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was ordered by either the lessor or lessee before January 1, 1976.154 An operating lease is described by section 46(e)(3)(B) as follows:
the term of the lease (taking into account options to renew) is less than
50 percent of the useful life of the property, and for the period consisting of the first 12 months after the date on which the property is
transferred to the lessee the sum of the deductions with respect to such
property which are allowable to the lessor solely by reason of section
162 (other than rents and reimbursed amounts) with respect to such
property exceeds 15 percent of the rental income produced by such
property.
In the case of an operating lease, if a taxpayer held his interest in the
property on April 30, 1976, section 465 will not apply to leases entered into
prior to May 1, 1976, and leases in which the property was ordered by the
lessor or lessee before May 1, 1976.155 No explanation is given as to what is
meant by the term "interest in the property." If a taxpayer did not hold his
interest in the property on December 31, 1975, or on April 30, 1976, whichever the appropriate case, then the general previously mentioned effective
date rule should apply.
With respect to activities not exempted by the transition rules, for activities begun in taxable years beginning before January 1, 1976, amounts which
were paid or received in taxable years beginning prior to January 1, 1976,
will generally reduce first the part of the taxpayer's basis allocable to amounts
which were not at risk. However, withdrawals made in taxable years beginning prior to January 1, 1976, will be treated as lowering the amount at
risk. 5 6 If the taxable year of an entity which conducts a section 465 activity
154. Id. §204(c)(3).
155. Id.
156. S. CONF. REP. No. 1236, 94th Cong., 2d Sess. 412, 1976-3 C.B. 807, 816. See Treas.
Reg. §7A65 1, T.D. 7504, 1977-39 I.R.B. 9 (temporary regulations adopted August 19, 1977).
The temporary regulations set forth the following rules:
"§7A65-2. Determination of amount at risk. - (a) Initial amount. The amount a taxpayer is at risk on the effective date with respect to an activity to which section 465 applies
shall be determined in accordance with this section. The initial amount the taxpayer is at
risk in the activity shall be the taxpayer's initial basis in the activity as modified by
disregarding amounts described in §465(b)(3) or (4) (relating generally to amounts protected against loss or borrowed from related persons).
"(b) Succeeding adjustments. For each taxable year ending before the effective date,
the initial amount at risk shall be increased and decreased by the items which increased
and decreased the taxpayer's basis in the activity in that year as modified by disregarding
the amounts described in section 465(b)(3) or (4).,
"(c) Application of losses and withdrawals. (1) Losses described in section 465(d) which
are incurred in taxable years beginning prior to January 1, 1976, and deducted in such taxable
years, will be treated as reducing first that portion of the taxpayer's basis which is attributable
to amounts not at risk. On the other hand, withdrawals made in taxable years beginning
before January 1, 1976, will be treated as reducing the amount which the taxpayer is at risk.
"(2) Therefore, if in a taxable year beginning prior to January 1, 1976, there is a loss

described in section 465(d), it shall reduce the amount at risk only to the extent it
exceeds the amount of the taxpayer's basis -which. is not at risk. For the purposes of this
paragraph, the taxpayer's basis which is not at risk is that portion of the taxpayer's basis
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in the activity (as of the close of the taxable year and prior to reduction for the loss)
which is attributable to amounts described in section 465(b)(3) or (4).
"(d) Ammount at risk shall not be less than zero. If, after determining the amount described in paragraphs (a), (b), and (c) of this section, the amount at risk (but for this
paragraph) would be less than zero, the amount at risk on the effective date shall be
zero." [Reg. §7.465-2.]
The following examples are given by the temporary regulations:
"§7.465-5. Examples.- The provisions of §7.465-I and §7.465-2 may be illustrated by
the following examples:
"Example (1). J and K, as equal partners, from partnership JK on January 1. 1976. Partnership JK is engaged solely in an activity described in section 465(c)(1). On January 1, 1975, each
partner contributes $10,000 in cash from personal assets to JK. On January 1, 1975, JK borrows
S40,000 (of which J's share is $20,000) from a bank under a nonrecourse financing arrangement secured only by the new equipment (for use in the activity) purchased with the
$40,000. On September 1, 1975, JK reduces the amount due on the loan to $36,000 (of which
J's share is $18,000). On October 1, 1975, JK distributes $3,000 to each partner. For taxable
year 1975, JK has no income or loss. Although J's basis in the activity is $25,000 ($10,000 +
518,000 - $3,000) J's amount at risk on the effective date is $7,000 determined as follows:
$10,000
Initial amount at risk
Plus:
Items which increased basis
other than amounts
described in section 465
(b)(3) or (4)
$
0
0
Total
$10,000
Less:
Distribution
3,000
3,000
J's amount at risk on effective
$ 7,000
date
"Example (2). Assume the same facts as in Example (I) except that JK has a loss (as described in section 465(d)) for 1975 of which J's share is $12,000. Although J's basis in the
activity is $13,000 ($10,000 + $18,000 - ($3,000 + $12,000)) J's amount at risk on the effective
date is $7,000 determined as follows:
Initial amount at risk
$10,000
Plus:
Items which increased basis
other than amounts
described in section
465(b)(3) or (4)
0
0
Total
g10,000
Less:
Distribution
$3,000
3,000
Portion of loss ($12,000) in
excess of portion of basis
not at risk ($18,000)
0
J's amount at risk on effective
$ 7,000
date
"Example (3). Assume the same facts as in Example (1) except that JK has a loss (as
described in section 465(d)) for 1975, and J's share is $23,000. J's basis in the activity is
$2,000 ($10,000 + $18,000 - ($3,000 + $23,000)). The amount at risk on the effective date
is determined as follows:
Initial amount at risk
$10,000
Plus:
Items which increased basis
other than amounts
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differs from that of the taxpayer, there are special rules regarding allocation
of loss.15 7
CONCLUSION

After examining the new section 465 and its background, one can readily
see that the section creates more problems and unanswered questions than it
resolves. Congress started off with a goal to curb tax shelter abuses in general.
Through the political process and the effectiveness of the strong real estate
lobby, tax shelters concerning real estate other than farm land were left untouched by T.R.A. 1976. The areas covered by section 465 are very limited,
although the provision with respect to section 1245 property is much broader
than was apparently intended. The future may bring further piecemeal
changes and limitations with respect to tax shelters, perhaps along the lines
of the LAL provisions5 s considered by the House. However, so long as piecemeal changes in the tax laws create more problems than are solved, effective

tax reform will not be obtained.
JOHN J. COLLINS, JR.
L. DOLINER

NATHANIEL
described in section
465(b)(3) or (4)

0

0
$10,000

Less:
Distribution
$3,000
Portion of loss ($23,000) in
excess of portion of basis
not at risk ($18,000)
5,000
8,000
J's amount at risk on the effective
date
$ 2,000"
157. Proposed Treas. Reg. §7A65-3, 1977-39 C.B. 9, 10 provides: "If the taxable year of
the entity conducting the activity differs from that of the taxpayer, the loss attributable to
the activity for the first taxable year of the entity ending after the beginning of the first
taxable year of the taxpayer beginning after December 31, 1975, shall be allocated in the
following manner. That portion of -the loss from the activity for such taxable year of the
entity which bears the same ratio as the number of days in such taxable year before January
1, 1976, divided by the total number of days in the taxable year, shall be attributable to
taxable years of the taxpayer beginning before January 1, 1976. Consequently, that portion
shall be treated in accordance with §7.465-2."
158. See text accompanying notes 41-51.
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